Taken together they are expected to contribute around 1.8 percent of the 4.5 percent global growth expected in 2011. Currently, China hails as the second largest economy in the world replacing Japan (in Purchasing Power Parity (PPP) terms), while India is the fourth largest economy, replacing Germany (IMF, 2011) . Furthermore, based on the current economic growth trajectory (in PPP terms), China is expected to be the world largest economy by 2016 and India to be world third largest economy by 2020.
In many respects, China and India seem to be similar. Both are endowed with large geographical area, human capital and the highest growth rates among the developing countries in recent years. On the contrary, per capita income (approximated by the GDP per capita) from 1980s has more than doubled in India, while China experienced a remarkable seven-fold increase. However, a difference in reporting of GDP by China and India may not be overlooked to some extent. While China measures its GDP using 'expenditure' method, India reports GDP at 'factor cost'. Though technically the 'expenditure' approach of China and the 'income' approach of India should yield identical results, in reality it need not be so due to taxes and subsidies. For example, the indirect taxes in India rose from 7.5 percent of output in 2009 to 9.2 percent in 2010 (The Economist, 15 April, 2011) , which bears significant influence on the GDP calculation by 'expenditure' approach. Another similarity between China and India is that initially, both adopted an ultra-import substitution strategy in the form of autarky or self-reliance from early 1950s to late 1970s and to early 1990s in the case of China and India, respectively. Under this strategy, trade was restricted and heavy reliance on import substitution and exports were merely carried out to pay for imports (Chai and Roy, 2006) .
Following the gradualist sustained reforms in China from the early 1980s and from the early 1990s in India, both economies pursued liberalisation of quantitative restrictions, trade and foreign investment policies, industry and tax reforms, among other sectoral reforms. These reforms fuelled the astonishingly strong growth of the inward bound Foreign Direct Investment (FDI) in these two economies in different magnitudes over the last three decades. Also, the contribution of FDI to their sustained economic growth in the last decades is commendable. China's performance in attracting FDI over the past three decades considerably outpaced that of India. Now, the interesting question is as to how China is attracting relatively more FDI inflows compared to India. This question is the central research focus of this paper. In this context, this paper examines the following three key questions in order to synthesise a solution for the above central question: (1) What are the key determinants of FDI inflows into China and India?; (2) How different is the responsiveness of these determinants from China to India?; and (3) How far is India from China in reaching its FDI inflow potential given the existing "behind the border" constraints to FDI inflows?
The following section discusses the different trends in FDI inflows in China and India. It also elaborates on the issues concerning FDI statistics compilation and FDI policies in these two countries in section 3. Section 4 outlines the specification of the model based on literature and econometric methodology. This is followed by discussion of the empirical results in section 5 and then a sum-up of the key findings and policy implications are given in section 6.
China and India: Difference in FDI Trends
Performance of inward FDI into China continues to surpass that of India. The 2011, World Investment Report, commissioned by the United Nations Conference on Trade and Development (UNCTAD), outlines that China continues to be the largest recipient of FDI flows amongst the developing countries and second overall after the U.S. A more exceptional difference is in the trend FDI performance of these two economies, as illustrated in Figure 1 . The mid-1980s marked the period when the Chinese inward FDI stock and inflows significantly outpaced the growth in Indian FDI stock and inflows. This is largely attributed to China's first mover advantage of initiating comprehensive economic reforms favouring an export-led growth and investment reforms. However, for India, it was not until the mid 1991, when substantial economic reforms were introduced in the wake of the balance of payments crisis. The resulting difference in the economic growth and external position (approximated by the Gross Foreign Reserves position) is also depicted in Figure 1 . The considerable difference in the performance of these two key macroeconomic variables also confirms the benefits of early and outward-oriented economic reforms in China (Garnaut, 2004) . 
Source: UNCTAD
This difference in trend between China and India's FDI performances is also mirrored in other complementary reports to inward FDI statistics. For instance, the FDI Confidence Index compiled by the A.T. Kearney (2010) , which is based on surveys of executives at the world's 10,000 biggest companies (including the largest corporations in emerging market economies) spanning across 44 countries and 17 sectors. Taken together, these surveyed companies generate over US$2 trillion in annual global revenue that is responsible for 75 percent of the global FDI flows. China remains the top-ranked destination by foreign investors, a title it has held since 2002, while India slipped from the second to the third place in 2010 for the first time since 2005 (A. T. Kearney, 2010) .
In addition, other key complementary indicators are the FDI performance and potential indices of the UNCTAD (see Table 1 ). The inward FDI Performance Index captures a country's relative success in attracting global FDI. This index ranks countries by the FDI they receive relative to their economic size, calculated as the ratio of a country's share in global FDI inflows to its share in global GDP. If a country's share of global inward FDI matches its relative share in global GDP, the country's FDI Performance Index is equal to one. A value greater than one indicates a larger share of FDI relative to GDP and vice-versa, while a negative value means foreign investors disinvested in that period. The index thus captures the influence on FDI of factors other than market size, assuming that, other things being equal, size is the "base line" for attracting investment (UNCTAD, 2003) . expected to affect an economy's attractiveness to foreign investors. It assesses each country's attractiveness for FDI inflows based on eight variables, namely: GDP per capita, real GDP growth for the past ten years, exports as a percentage of GDP, number of telephone lines per 1,000 inhabitants, commercial energy use per capita, R&D expenditures as a percentage of gross national income, students in tertiary education as a percentage of total population, and political risk. This index ranges from 0 to 1, with values close to 1 indicating higher potential. However, both performance and potential indices are calculated using three-year averages to offset annual fluctuations in the data.
Again, these indices reflect China's better performance and potential over India. A recent study by Vazquez-Rozas and Vadlamannati (2009), using data from 1970 to 2005 concluded that there is still lot of potential for India to compete with its peer group, which includes China. Nevertheless, 2003 Nevertheless, -2007 performance indices for China show a lower share of FDI relative to GDP. This indicates that on marginal terms China's global share of GDP outshines its' FDI inflows. Based on the results from the performance and potential indices (see Table 1 ), UNCTAD places China in the category of economies performing below their potential, while India is categorised as an underperformer in the 2006 matrix of inward FDI performance and potential. Panagariya (2008) has argued that a crucial factor that has contributed to the widening gap in trade and investment performances between China and India is lack of proper domestic policies, particularly concerning infrastructure such as power supply and the institutional framework in India. In the light of these above arguments, it is imperative to examine which major factors do constrain China and India from achieving their FDI potential given its major determinants.
It is then necessary to measure the potential FDI given the major determinants for China and India individually and to compare the figures with their realized FDI. The gap, if any, between potential and the actually realized FDI may be named as host country's inefficiency in attracting FDI. Identification of factors contributing to such gaps can be done drawing from the existing vast literature. For example, Wei (2005) , Zheng (2009) , and Armstrong and Drysdale (2009) among others, highlight possible economic, social and institutional factors that have contributed to the difference in the FDI performance of China and India. As these factors are country-specific, they may be called 'behind the border' factors. It is argued that factors such as, a larger market size, higher labour productivity, lower direct and indirect taxes, better infrastructure, less bureaucracy in FDI approvals, stronger Diaspora network based investment and more opportunities for investor to access regional and international export market have contributed to the stronger performance of China relative to India in attracting FDI flows.
FDI Data and Policy Characteristics in China and India: Some Issues

Data Issues
Notwithstanding, these glamorous FDI performances of China relative to India, recent reports by the World Bank (2002) , and the International Finance Corporation (2002) highlighted that the Chinese data on FDI inflows could be overstated. Similarly, these reports stressed that India's FDI inflow statistics may be understated 5 .
According to the International Monetary Fund's Balance of Payments (BoP) Manual (6 th Edition), data compilation and reporting on FDI flows into the country includes three broad categories: (1) Equity Capital; (2) Re-invested Earnings; and (3) Intercompany Loans (such as, trade credits, financial leasing, etc). However, India excluded re-investment earnings and some sub-categories of Intercompany loans from its calculation of FDI inflows before 2000 (RBI, 2009) 6 . Since 2000, the Reserve Bank of India (RBI) website reports FDI including reinvestment earnings and other capital (but excludes non-cash acquisition under equity capital). On the contrary, China includes all the categories of FDI inflows but it also adds imported equipment to the FDI inflow account, which is recorded in trade account of BoP by India (Wei, 2005; Zheng, 2009 ).
Moreover, accounting for FDI inflows by "round tripping"
7 from Hong Kong and Mauritius by China and India, respectively, is a fundamental flaw in data compilation and reporting on FDI flows to these countries. The effect of this round-tripping overstates the FDI inflows. As Wei (2005) explains that round tripping can take many forms, such as, preferential tax treatment, transfer pricing, capitalisation and investment in domestic firms by related foreign affiliates of the companies through rising capital in overseas financial markets. The estimated effect of round tripping for China varies from as low as 7 percent (Tseng & Zebergs, 2002) to as large as over 35 percent (Sicular, 1998) . Other studies by the World Bank (1992) and Huang (2003) estimated round tripping to be around 25 percent for China.
As for India, Wei (2005) outlines that RBI expected it to be around 2 to 3 percent based on the same corporate taxation policies for India and Mauritius. However, this is questionable given that Office of Industries -U.S. International Trade Commission Report (July, 2007, p.2-13) , states that given the small size of the Mauritian economy and only four Greenfield FDI projects (all from 2002) lists Mauritius as the source country, it is possible that many companies based outside India utilise the Mauritian holding companies to take advantage of the India-Mauritius Double Tax Avoidance Agreement (DTAA). This DTAA, as they argue, allows foreign firms to bypass Indian capital gains taxes, and may also allow India-based firms to avoid paying certain taxes through round tripping.
In spite of these intricate data issues, we are able to overcome some of these in our analysis. To correct the problem of round tripping we did run an auxiliary regression without the countries ( 
Policy Issues
At present, China's infrastructure and cities are far more advanced than India's, though India is now concentrating on its infrastructure development. It is a known fact that China's FDI is export-oriented, while that of India's is domestic market oriented except in information technology (Sarma, 2002) . It is argued that China provides more business and FDI friendly environment than India, which is well documented in the literature (Wei, 2005; Panagariya, 2008; Sahoo, 2009) . The UNCTAD survey revealed that on average it takes about 3 months to start a business in India compared to 1 month in China. In the case of FDI in power plant, it is reported that a foreign firm needs to take 43 and 57 clearances from the Central and State Governments respectively in India (UNCTAD, 2002 (UNCTAD, , 2003 . The entry and exit policies for business enterprises are more flexible and business-friendly in China than in India. For example, based on the 2009 World Competitiveness Report, it takes 62 days to close a business in China, while it consumes 140 days in India. However, Indian FDI policies are becoming businessfriendly gradually (for more details see, NCAER, 2009; Sahoo, 2010) 9 . Concerning entry, there are two main channels that facilitate the entry of FDI into India: (i) Secretariat for Industrial Assistance (SIA) under the Ministry of Commerce and Industry along with Foreign Investment Promotion Board (FIPB) under the Ministry of Finance; and (ii) the Reserve Bank of India (RBI). Approvals under the former channel is called as 'prior Government approval route' and the latter is called as 'automatic route' and the inference is that the former channel can potentially be more difficult to deal with for foreign investors. Nevertheless, "until the year 2000, most of the FDI came through the government route as there was strict monitoring of the approvals. There has been a dilution of this trend in the past five years. With the investment boom in India and different states competing for FDI, the government has eased foreign investment regulations leading to a spurt in FDI coming through the RBI route, which is a positive sign" (NCAER, p.15).
It is important to remember that China has slightly more than ten year head start on India. In terms of bi-lateral trade and investment relation between China and India, it may be noted that India-China trade has been increasing steadily. China, managed to attract a significant amount of investments from India. Total Indian investments approved by China between 1996 and 2008 stood at $2,965 million. According to the Indian commerce ministry, the government approved Chinese investment worth $1,285 million between 1991 and March 2008.
Model and Econometric Methodology
Drawing on the existing exhaustive literature cited above, drawing on Kalirajan (2000) the following stochastic varying coefficients frontier model is formulated in a CobbDouglas functional form: if j = t and zero otherwise; and RFDI it is the real FDI inflow from the ith country in period t; X kit includes the economic characteristics of the host economy, such as GDP and its growth rate, trade, industrial value-added and the ratio of real wage of home country to the host country in year t; labour force, physical infrastructure proxied by electricity consumption, and number of internet and phone users in host country in year t; and the business environment in the host economy, which includes the ratio of days required to start a business in the home country to the host country, the ratio of hours required to prepare and pay taxes in the home country to the host country, and the number of signed investment treaty by the host country in period t. α 1i is the intercept term for the ith country; α ki is the actual response of the FDI inflow to the kth determinant by the ith country. Here the implication is that each country perceives differently on the impact of the chosen determinant of FDI based on its own experiences and policy environment and therefore the response from the same FDI determinant can be different for different countries. As the decision to invest is basically derived from profit maximization problem that involves certain policy variables, such as the 'behind the border' constraints in host country, the investor countries would be taking these policy variables into account in their decisions and thus these policy variables would be entering into the above model as determinants of the parameters of the model rather than just additive terms. Further, each country that invests in China and India seeks to utilize different strengthens of these host markets and is uniquely different in its approach to investment in these two economies. Therefore, there are unknown forms of inherent heterogeneity in FDI inflows. These above realities necessitate that our above model (1) is a varying-parameter model rather than the conventional constant-parameter model (see Lucas, 1976) . Following the estimation procedures suggested by Hildreth and Houck (1968) , the mean response coefficients α ' s, γ 's, and the variances can be estimated and the individual response coefficients α ki ' s and ji γ 's can be obtained as described in Griffiths (1972) .
The highest magnitude of each response coefficient and the intercept represent the investment responses of following the best method of decision making for FDI by the relevant investor countries, and they constitute the coefficients of the potential frontier where X kit is the actual level of kth determinant of FDI applied by the ith country in period t. A measure of host country's FDI inefficiency denoted by say, FDIIE, can be defined as
and alternatively a measure of FDI efficiency denoted by it FDIE can be defines as
where the numerator refers to the realised FDI and the denominator shows the potential frontier FDI calculated from (3).
Empirical Results and Discussion
For a given t, employing the specifications and estimation procedures described above, the variance-covariance matrix of the random components of the γ 's and α 's as in (2), their means and individual response coefficients were obtained. Due to brevity, only the mean response coefficients with standard errors are given in Table 2 . All the core FDI determinant coefficients and most of the year dummy coefficients, which are not shown here due to brevity, are also significant at the 5 per cent level. From the year wise estimates, frontier FDIs for each period t were calculated and the average potential FDI is obtained by simply averaging over the years. One of the highlights of the findings is that the size of GDP, trade, and the growth rate of industrial value-added positively and significantly affect the inflow of FDI. These coefficients all are larger for China than for India. This supports the theory that marketseeking FDI either domestically or internationally are attracted by the size of the host economy, its growth potential and openness to the global market (UNCTAD, 2002) . For example, a 1 per cent increase in GDP size on average increases the inflow of FDI to China by 1.85 percent, while to India by 1.05 percent and a 1 per cent increase in trade increases FDI inflow to China by 2.84 percent, while to India only about 0.8 percent. Importantly, the coefficient of the variable days required to start a business is negative and statistically significant at the 10 percent level for India, though it is positive and statistically significant at the 5 percent level for China. That is, a 1 per cent increase in the days required to start a business in India, reduces FDI inflows by 0.36 per cent.
The finding supports the widely recognised view that in general FDI is affected by the investment environment of the host economy (Kinda, 2010) . Thus, it is important for India to improve business environments further by removing stringent rules and regulation to attract sustained FDI. China seems to be having still wage advantage over India in attracting FDI, as the coefficient of the ratio of wage of home country to host country is larger for China. In terms of infrastructure proxy of electricity consumption, China is a favourable FDI destination, which implies the urgent need for India to improve its infrastructure, particularly the power sector. In terms of rest of the variables, there does not seem to be much difference between China and India towards attracting FDI. Important noticeable differences can be noted in the findings between the average potential FDI for China and India. While China is able to achieve 85 percent of attracting FDI inflows, India is able to achieve only about 68 percent. This definitely confirms the findings of various investment reports that put China as number 1 preferred destination for FDI (AT Kearney, 2010) . However, it is interesting to note that China's potential FDI has shown a declining trend over 2008 and 2009, while India's potential has shown an increasing trend from 68 percent in 2008 to 70 percent in 2009. As India has been improving its FDI policies gradually as argued by Sahoo (2010) , it appears that such changes are contributing to the increase in FDI flows recently. It is important to see whether the increase in FDI is at the cost of reduction in FDI in any other countries, which could not be done due to data limitations at this stage.
Conclusions
The benefits of FDI are not unknown to developing countries, as most of them compete with each other to attract FDI by liberalising their policy regimes and offering various incentive packages, such as tax rebates, trade liberalisation measures, establishment of special economic zones and incentive packages to foreign investors. For example, even well over a decade ago during 1997, a total of 76 countries made 151 changes in their FDI-related policies, and 89 per cent of these were to create a more FDI-friendly environment (UNCTAD, 1998) . With a few exceptions, however, most developing countries are not very successful in attracting FDI. The central question examined in this paper is how China is more successful in attracting FDI consistently than India. The recent reports on FDI favourable destinations given by different agencies indicate different findings, though mostly they indicate China as the number one favourable destination. However, some of these reports also argue that China's potential FDI has showing a declining trend lately and India's domestic policies have been the major 'behind the border' constraints to attract FDI consistently. It is in this context, this paper using a panel data from 2000 to 2009 over top 20 export destinations for China and India examined the question of whether China and India are able to achieve their potential FDI and whether this potential has been declining or increasing over time. The analysis in this study shows that China's potential FDI has shown a declining trend over 2008 and 2009 from 81% to 78%, while India's has shown an increasing trend from 67% to 72% during that period. Nevertheless, India has to improve its reform measures particularly aimed at removing the 'behind the border' constraints quickly to sustain the increasing trend of FDI, as its average potential is much lower than that of China. Analysis of the types of 'behind the border' constraints that exist in India is beyond the purview of this paper.
Data Description
Data
Variable Name Description Source
Relative
Country Risk r
The ratio of the home country 'yearly country risk' to that of the host country (China/India). Euromoney obtains the overall score by assigning weights to 9 categories, political risk (25%), economic performance (25%), debt indicators (10%), debt in default or rescheduled (10%), credit ratings (10%), access to bank finances ((5%), access to short term finance (5%), access to capital market (5%), and discount on forfeiting (5% Grosse and Goldberg (1991) http://www.geerthofstede.nl/research--vsm/dimension-data-matrix.aspx
Geographic Distance dt
The distance between the most important cities and/or the national capital of host and home countries http://www.cepii.fr/anglaisgraph/bdd/distanc es.htm Note: Host country refers to China and India, the destination or host of the FDI. Home country refers to all partner countries in the sample set, where the FDI originates from, hence home country.
